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"LIVING ON THE CHEAP," IS BARTER
BETTER?: REVENUE RULINGS AND A
SELECTIVE ANALYSIS OF THE EFFECT
OF TRA 84 ON BARTER TRANSACTIONS
I.

IN THE BEGINNING ...

The first swap probably occurred when Adam and Eve exchanged that fated
apple for a fig leaf. Little did they know that it was not temptation around
the corner, but the Internal Revenue Service with Code in hand to tax their
transaction. Famous recorded barter' transactions date back to 1626 when the
Dutch traders gave trinkets to the Man-a-hat-a Indians for a piece of land now
known as Manhattan Island. 2 Even Abraham Lincoln swapped legal services
for a United States Army pistol that had been used in the Mexican War of
3
1846-1848.
Throughout history, barter continues to occur, usually because cash is scarce.
At one time barter was better; a better way to avoid taxation. However, the
recent insurgence of bartering transactions has caused the IRS to tighten up
on tax compliance to prevent income tax evasion. 4 The IRS, although concerned
with the reporting of all types of barter transactions, now concentrates its efforts
5
on organized bartering, bartering through barter exchanges.
There are basically two types of barter transactions: bartering on an individual basis, direct bartering; or bartering through a middleman, indirect bartering using a barter exchange.' As an example of direct bartering, students at
Appalachian State University can exchange their skills and services such as
gardening or carpentry for school tuition. 7 For these students, farmers and others
not in the "mainstrean of middleclass culture", direct bartering is a way of
life.' "Living on the cheap," "you scratch my back and I'll scratch yours,"
trading, swapping, canning bees and work parties are methods of survival, but
never is the term barter used.'

I. Simply defined, barter is an "exchange of goods or services without using money."
BLAcK's LAW DIcTIoNARY 137.
2. Kantor, His Message: Barter is Smarter, 71 NATION'S Bus. Mar., 1983, at 52.
3. Quade, Lawyers Find Market for Bartering Services, 68 A.B.A. J. 409 (1982).
4. Keller, The Taxation of Barter Transactions, 67 MINN. L. REV. 441, 487 (1982). See also
Darrach & Conner, Gotcha! Says I.R.S. to Tax Cheats, 7 LIFE, Apr. 1984, at 25; Greenwald, Playing
Tax Games, 119 TIMEs, Apr. 1982, at 56.
5. Keller, supra note 4, at 487.
6. Id. at 441. Direct bartering can occur through a barter club when the barter club does
not act as an intermediary but provides members with membership directories. Each member can
then contact another member directly to swap goods or services. See infra note 11 and text accom-

panying note 45.
7. Williamson, The Genteel Subversives: &eking Survival, Swapping Zucchini, Finding Moral Uplift
and Profit, 45 PROGRESSIVE, Apr. 1981, at 24, 25.
8. Id.
9. Id.
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"Middleclass professionals" use the second form of bartering, indirect bartering through a barter exchange, in their efforts to "live on the cheap."" In
barter clubs, a member can either contact other members and barter directly
or receive credits for performing services or selling foods to other members.'
The credits accrued can then be used to purchase goods or services from yet
another member. 2 Whether bartering directly or indirectly, the issue often raised
is whether bartering is subverting the economy.' 3 Although one commentator
4
has concluded that it has not, in the eyes of the IRS, it has.
Bartering is an economy in itself. Alternatively it is considered part of the
underground, shadow or subterranean economy.' 5 Included in this underground
economy are the cash transactions that never "hit the books." Although this

10.

Id. at 26.

11.
Keller, supra note 4, at 441. Most trade exchanges operate in similar ways. Two of the
largest barter firms are Atwood Richards, Inc. and Business Exchange, Inc. First, Atwood Richards,
Inc. is known as the "oldest and largest corporate-barter firm in North America." Scott, How
Barter Works in Million-DollarDeals, Christian Science Monitor, Dec. 10, 1984, at 27, col. 2. Atwood
charges members who trade with a one million dollar minimum, annual dues and a transaction
fee for bookkeeping trade credits and brokeraging deals. Id. Atwood, which had $500 million in
trades in 1984, makes most of its money by "buying" inventory low and "reselling" at a higher
value. Id. For example, when Diversified Products, Inc. had $4.4 million in excess sporting goods
inventory, Atwood traded "$2 million in steel, $200,000 in rental cars, $800,000 in truck trailers,
$300,000 in hotel rooms, $800,000 in radio, television and magazine advertising plus $300,000 in
printing and office equipment." Gruson, Corporate Barter on the Upswing, N.Y. Times, Feb. 20,
1983, at F4(N), col. 3. The sporting goods Atwood received were then marked up 10 percent and
traded to other companies such as Resorts International Inc., who exchanged hotel rooms and
convention facilities for some of the sporting equipment. Id. Finally, after numerous trades, Atwood
ended up with thousands of pairs of sneakers from Uniroyal Company who discontinued its Keds
Division. Id. Atwood, who needed cash sold the sneakers for $10,000 million. Id.
Secondly, Business Exchange, Inc. traded $50 million in goods and services in 1983. This
organization charges a one-time initiation fee ranging from $395-$1,495 and a flat fee of $200 for
each year after that. Trading Up, Barter Firms Add New Twist to Old Game, 63 BARRON'S, Nov. 7,
1983, at 42 [hereinafter cited as Trading Up]. Additionally, an eight percent cash "buyer's fee" is
charged on the value of all purchases. Like other trade exchanges, barter members receive credits
for their sales. Credits are obtained when the purchasing party gives the selling party a Barter
Chek equal to the value of the bartered goods. Kantor, supra note 2, at 52. The Barter Chek is
deposited by the seller to receive credits. Trading Up, supra, at 42. The seller can then use its own
Barter Cheks to purchase goods from another member. Id. For any purchase that exceeds the
amount of accumulated credits, a one percent service fee is charged. Id. at 44. This fee can be
paid in credits. Id.
Unlike Atwood, Business Exchange does not participate in setting up deals. Mostly its members
are retailers and individuals with personal services to sell. Id. at 42. In return for all the fees
charged, Business Exchange, Inc. lists its members and the goods or services they are offering in
local or national directories. Id. at 44. See also Kantor, supra note 2. Business Exchange, Inc., like
Atwood, makes much of its profit through trading for its own account. Trading Up, supra, at 44.
12. Keller, supra note 4, at 441. See generally Gruson, supra note 11; Kantor, supra note 2;
Scott, supra note 11; Trading Up, supra note 11.
13. See generally Williamson, supra note 7.
14. Id.
15. Maital, Only the Shadow Knows the Underground Economy's Real Size, 63 BARRON'S, Nov. 14,
1983, at 16.
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article does not discuss these cash transactions, the estimates of the cash underground economy are as high as $500 billion or 14 percent-15 percent of the
gross national product (GNP) and over twice the 1983 budget deficit of $195
billion.' 6 Barter itself is conservatively estimated at only 1 percent to 3 percent
of the GNP or $30 to $90 billion.' 7 Some have estimated barter to be as high
as $300 billion. 8
The complaint about the subterranean economy is not only that the government is losing billions of dollars in taxes, but that important economic indicators are being sabotaged.1 9 The outgrowth of misleading statistics is that
government funds are being spent in the wrong places for the wrong reasons.
For instance, an underestimation of the shadow economy distorts the employment rate, 20 the rate of inflation, 2' the rate of productivity, 22 and poverty level
est;mates. 23 Correspondingly tax policy is undermined and tax incentives are
being provided for the wrong reasons.
24
This subversion is caused by a variety of factors, including high tax rates,
high interest rates,25 distrust of government, 26 recessions,27 complicated tax laws, 25

and the fact that everyone else barters. 29 For businesses that barter, barter is
a way to get rid of "distress merchandise ' 3 or to acquire inventory without
cash outflow or the cost of stockpiling. 3' For the individual, the small retailer

16.
17.
18.
19.

Id.
Gruson, supra note 11, at F4(N), col. 3.
Id.
Tanzi, The Underground Economy in the United States: Annual Estimates, 1930-80, 30 I.M.F.
STAFF PAPERS 283 (1983). See also
Maital, supra note 15, at 44.
20. Tanzi, supra note 19.
21. Id.
22. Maital, supra note 15, at 44.
23. Id.
24. Id. at 46. See also Greenwald, supra note 4, at 57.
25. Gruson, supra note 11.
26. The Underground Economy's Hidden Force, 1982 Bus. WEEK 64, 70 [hereinafter cited as
Underground Economy].
27. Many believe that barter will remain although the recession disappears. Belsie, Barter Can
Bring in Brownies or 10,000 Tennis Rackets, Christian Science Monitor, July 1, 1983, at 2, col. 2.
See also Gruson, supra note 11, at F4(N), col. 3.; Scott, supra note 11, at 27, col.2.
28. Darrach & Conner, supra note 4, at 28.
29. Id. See also Underground Economy, supra note 26, at 70. It is interesting to note that in the
last couple of years factors such as high tax rates, high interest rates, distrust of government,
recessions and complicated tax laws are changing. Government policy is leaning towards lower tax
rates; interest rates have significantly fallen; recessions have seemed to ease off; and Congress is
trying to do everything in its power to simplify the tax laws. It will be interesting to see whether
these congressional and other efforts will help to reduce the amount of unreported income and
whether the amount of bartering will decline. But see supra note 27.
30. Greene & Rohmann, Writeoff Avoidance, 129 FORBES, May 10, 1982, at 56. See generally
Gruson, supra note 11; Scott, supra note 11.
31. Gruson, supra note 11, at F4(N), col.3. Some companies barter as a means to collect
bad debt, or to increase production units by reaching new markets for their products. See id.; Scott,
supra note 11, at 27. Others such as United States oil companies reduce transportation costs by
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or the sole proprietor, as noted before, barter is a way to "live on the cheap." '3
What is the IRS doing to protect the integrity of our economy? Since 1979,
a lot! With Revenue Rulings, 3 3 John Doe summonses,3 4 recently issued regulations,"-1 and a ten million dollar computer, the IRS is accumulating a for-

swapping oil supplies with other oil companies. See Gruson, supra note 11, at F4, col. 3, Scott,
supra note 11, at 28. For example, Shell Oil Company may trade crude produced in Utah with
a Western Oil Company in exchange for Persian Gulf oil delivered to one of Shell's Gulf Coast
refineries. Gruson, supra note 11,at F4(N), col. 3.
For those companies engaged in media, air travel or hotel services where the passage of time
is the main loss producer, barter is a means to move these "perishable" goods. Gruson, supra
note 11, at F4(N), col. 3. Still, other companies are selling credits received from barter exchanges
to establish losses. Trading Up, supra note 11, at 45. Business Exchange, Inc. credits in 1983 could
be sold at 60 cents on the dollar, establishing a 40-cent loss. Id.
Finally, the biggest barter deals occur in international trading. Greene & Rohmann, supra note 30,
at 56. Barter is used by the United States government to implement its foreign trade policies and
most recently to increase the national defense stockpile with strategic and critical materials. Lee,
Bauxite for Butter: The U.S.-Janaican Agreement and the Future of Barter in U.S. Trade Policy, 16 L. &
POL'Y INT'L Bus. 239, 242 (1984) (discussing the U.S.-Jamaican Agreement where bauxite, a
Jamaican raw material, used to produce aluminum for manufacture in military weapons and aerospace systems, is exchanged for United States agricultural commodities such as nonfat dry milk
and butter oil).
International trades like domestic trades occur to increase productivity or decrease excess inventory by expanding into new markets. Gruson, supra note 11, at F4(N), col. 3. Called countertrade, many cash-poor countries require that imported goods be exchanged for local products.
Id. See also Friedland, Whether Trade Likes It or Not, Barter Is Here as Long as the Global Credit Market
Is Tight, 149 AM. BANKER, Sept. 21, 1984, at 41.
Famous international exchanges include the Pepsi Company and Russian trade of Pepsi for
vodka. Greene & Rohmann, supra note 30, at 56. But probably the largest recorded barter to date
has arisen out of the global oil glut. Pappas, OPEC: Oil Revenues Down, Countertrade Up, 149 AM.
BANKER, Nov. 23, 1984, at 7. Saudia Arabia on behalf of the National Airline of Saudia Arabia
purchased ten Boeing 747-300S and 50 RB211 Rolls Royce engines for 35 million barrels of Arabian
crude. Id. at 9. The total value of the deal was estimated at $1 billion; approximately $560 million
went to Boeing for the jets and $370 million to Rolls Royce for the engines. Id. The remaining
amount went to middlemen who sold the oil on the spot market. Id.
32. Williamson, supra note 7, at 26. Barter is also a way to increase purchasing power by
trading wholesale costs for retail purchases. Myers, Trade Exchanges, 7 WORKING WOMAN, May 1982,
at 68.
33. Rev. Rul. 83-163, 1983-2 C.B. 26.; Rev. Rul. 80-52, 1980-1 C.B. 100; Rev. Rul. 7924, 1979-1 C.B. 60. See infra text accompanying notes 42-70.
34. John Doe summonses are being used by the IRS to obtain membership lists and trading
records from barter exchanges. Keller, supra note 4, at 487. Seealso Trading Up, supra note 11, at
42. Authority for the summons' power can be found in I.R.C. §5 7602(a)(2), 7609(f) (West 1985).
For an explanation of the history and mechanics of these statutes, see Keller, supra note 4, at 487.
35. Treas. Reg. § 1.6045-1 (West 1985) The Treasury promulgated these regulations pursuant
to 5 6045 requiring brokers and barter exchanges to file information returns. Section 6045 was
enacted by the Tax Equity Fiscal Responsibility Act of 1982 (TEFRA), Pub. L. No. 97-248, 5
311(b), 96 Stat. 224, 600 (codified at I.R.C. § 6045(c)(1)).
In a letter to a Senate Finance Committee member, Assistant Secretary of Tax Policy, John
E. Chapoton, noted that the benefits of information reporting were threefold:
First, information reporting provides taxpayers with information to be used in filing their
returns. Second, information reporting enables the IRS to verify that transactions have
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midable arsenal. Additionally, the passage of the Tax Reform Act of 1984 (TRA
84)16 taxes barter transactions, especially interest-free employee loans, which
have escaped taxation in the past.
37
The remainder of this article will discuss the Re~enue Rulings and how

various sections of TRA 8438 effect barter transactions. The Revenue Rulings

been properly reported. Finally, information reporting enables the Service to better communicate with taxpayers in order to resolve any discrepancies between information reports
and tax returns.
Chapoton on Barter Exchange Reporting Regs, 20 TAx NoTEs (TAx ANALYSTS) 499 (Aug. 8, 1983). See
also S. REP. No. 494, 97th Cong., 2d Sess. 246 (1982).
Section 6045 provides that a broker, defined to include a barter exchange, shall file an information return, when required by the Secretary, which shall include the names and addresses of
customers, details regarding gross proceeds from brokerage transactions and any other information
the Secretary may require. I.R.C. S 6045(a) (West 1985). A barter exchange is defined as "any
organization of members providing property or services who jointly contract to trade or barter such
property or services." I.R.C. S 6045(c)(3) (West 1985). The regulations provide that the trade or
barter can occur directly among the members or indirectly through the exchange. Treas. Reg. S
1.6045-1(a)(4) (West 1985). A barter exchange "does not include arrangements that provide solely
for the informal exchange of similar services on a noncommercial basis." Id. In the regulations
the following examples illustrating the definition of a barter exchange are provided:
Example (3). A, B, and C belong to a carpool in which they commute to and from
work. Every third day, each member of the carpool provides transportation for the other
two members. Because the carpool arrangement provides solely for the informal exchange
of similar services on a noncommercial basis, the carpool is not a barter exchange within
the meaning of paragraph (a)(4).
Example (4). X is an organization whose members include retail merchants, wholesale
merchants, and persons in the trade or business of performing services. X's members
exchange property and services among themselves using credits on the books of X as a
medium of exchange. Each exchange through X is reflected on the books of X by crediting
the account of the member providing property or services and debiting the account of the
member receiving such property or services. X also provides information to its members
concerning property and services available for exchange through X. X charges its members
a commission on each transaction in which credits on its books are used as a medium of
exchange. X is a barter exchange within the meaning of paragraph (a)(4) of this section.
Id. A barter exchange is exempted from the filing requirements if fewer than 100 exchanges occur
during a calendar year. Treas. Reg. S 1.6045-1(e)(2)(ii) (West 1985).
36. Tax Reform Act of 1984, Pub. L. No. 98-369, 98 Stat. 494, 678. Congress has been
busy promulgating or amending I.R.C. sections to reduce both the cash and barter underground
economy. Some sections are examined infra, but see I.R.C. SS 6041-6050L which sections require
information reporting of transactions with other persons. Barterers should take special note of I.R.C.
S 6041 (information at source), and I.R.C. S 6041A (returns regarding payments of remuneration
for services and direct sales), which sections require all persons and service recipients, respectively,
to report their $600 or more payments to another in the course of their trade or business. See also
Rev. Rul. 85-101, 1985-29 IRB 11 applying I.R.C. S 6040 and 5 6041A so as to require an
attorney and professional painter who exchanged services to report such exchange.
Additionally, any heavy hitter in the cash underground economy should examine I.R.C. §
60501, (returns relating to cash received in trade or business), requiring any person to report the
receipt, in the course of his trade or business, for one transaction, more than $10,000 in cash.
37. See supra note 3.
38. Congress has begun to correct and amend various provisions of TRA '84 under their
Technical Corrections Bill of 1985, H.R. 1800, 99th Cong., 1st Sess. and their 1985 Imputed
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lay a foundation for an understanding of the taxation of barter transactions.
Revenue Ruling 79-249' examines inclusions in gross income of direct barter
transactions. Revenue Rulings 80-53 4€and 83-1634' discuss the tax consequences
of indirect barter transactions. Finally, the last part of this article will examine
four Code sections which have been either newly enacted or amended by TRA
84. The provisions discussed are section 467 (Certain Payments for the Use
of Property or Services); section 7872 (Treatment of Loans with Below-Market
Interest Rates); section 103:1 (Exchange of Property Held for Productive Use
or Investment); and section 461(h) (Certain Liabilities Not Incurred Before
Economic Performance). The Original Issue Discount (OID) rules under sections
1271-1275 are also discussed generally because of their applicability to the above
mentioned sections.
A.

Revenue Ruling 79-24

As has been cited so often "gross income means all income from whatever
source derived." ' 4 In a barter transaction income is derived from the receipt of
property, services or the use of property in exchange for property, services or
the use of property. 4 For example, a lawyer performs legal services for a
housepainter and the housepainter paints the lawyer's house, or an owner of
an apartment building allows an artist to use an apartment free for six months
4
in exchange for a work of art.
Both situations are direct barter exchanges' described by the Service in Revenue Ruling 79-24. 45 The Service assumes in the first situation that the lawyer
and the housepainter are members of a barter club, which club, for a membership fee, issues a membership directory whereby members contact each other
to exchange goods or services. In the second situation, the artist and the apartment owner are individuals who barter directly without an intermediary club.
For both transactions, the value of the goods and services exchanged or received
are negotiated between the parties involved.
Under Treasury Regulation 1.61-2(d)(1), if services are paid for in property
or other services, the fair market value of the property or other services received

Interest Simplification Act, P.L. 99-121, 99 Stat. 505. These amendments and corrections are
incorporated throughout this paper. Many of the amendments were not made retroactive and
therefore some provisions of TRA '84 are still relevant to transactions occurring prior to the effective
dates of the amendments. This paper examines TRA '84 both before and after the amendments
and corrections.
39. Rev. Rul. 79-24, 1979-1 C.B. 60.
40. Rev. Rul. 80-52, 1980-1 C.B. 100.
41. Rev. Rul. 83-163, 1983-2 C.B. 26.
42. I.R.C. 5 61 (West 1985)(emphasis added).
43. Treas. Reg. § 1.61-1(a) (West 1985) stating that "[g]ross income includes income realized
in any form, whether in money, property or services. Income may be realized, therefore, in the
form of services, meals, accommodations, stock, or other property, as well as in cash." See also
Keller, supra note 4, at 447.
44. Rev. Rul. 79-24, 1979-1 C.B. 60.
45. Id.
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are included in gross income. Moreover, "[ilf the services are rendered at a
stipulated price, such price will be presumed to be the fair market value of
'
the compensation received in the absence of evidence to the contrary. "4 Applying the regulation, IRS concluded that the lawyer and the housepainter had
to include the fair market value of the services they received in their gross
incomes. Likewise, the apartment owner and the artist had to include in gross
income the fair market value of the work of art and the fair rental value of
the apartment received, respectively. 47 This Revenue Ruling, in effect requires
a direct barter transaction to be taxed in the same manner as any other cash
transaction.
B.

Revenue Ruling 80-52

Unlike Revenue Ruling 79-24 which analyzes the taxation of direct barter
transactions, Revenue Ruling 80-521" discusses how indirect barter transactions
should be taxed.49 It examines exchanges through barter clubs that use credit
units to credit members' accounts for goods and services provided and to debit
accounts for goods or services received. Additionally, Revenue Ruling 80-52
examines how an employee of a barter club who receives credit units for his
services must account for these units.'
Two factual situations are discussed. In the first scenario, members A and
B, who use the cash receipts and disbursements method of accounting for tax
purposes, barter through a club to perform services for each other during the
same taxable year. The club provides that the members should value their goods
and services at normal retail prices and that one credit unit is equal to one
dollar. A and B value their services at 200 credit units equal to $200.

46. Treas. Reg. § 1.61-2(d)(1) (West 1985) This article does not explore the issue of whether
barter transactions should be accounted for at fair market value and, if so, how fair market value
is to be defined. This footnote, however, highlights some of the questions being raised. See Keller,
supra note 4, at 449, wherein the author gives an excellent account of how to value transactions
at fair market value. He suggests that the cash purchase price, the price a purchaser "would have
been required to pay had he or she purchased the same quantity of goods and services from [the]
seller for cash" is the proper value of the goods and services. Id. at 451. As an aside, for those
new to the "twilight zone" of fair market value, the IRS defines fair market value as "the price
at which the property would change hands between a Willing buyer and a willing seller, neither
being under any compulsion to buy or to sell and both having reasonable knowledge of relevant
facts." Treas. Reg. S 20.2031-1(b) (West 1985).
Newman, another author writing on barter transactions, specifically criticizes Keller's valuation
method indicating that barter transactions should be valued at less than cash fair market value
since many who barter do so because they are unable to get rid of their products or services for
cash on the open market. Newman, Determining Value in Barter Transactions: A Response to Robert
Keller's The .Taxation of Barter Transactions, 68 MINN. L. REv. 711, 712 (1984). Those in the barter
industry apparently agree with Newman, many valuing items at cost, or at a discounted price.
Greene & Rohmann, supra note 30, at 56; Myers, supra note 32, at 68, 70.
47. Rev. Rul. 79-24, 1979-1 C.B. 60, 61.
48. Rev. Rul. 80-52, 1980-1 C.B. 100.
49. See supra text accompanying note 10. See also supra note 11.
50. Id.
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In order for the club to make money, it charges a ten percent commission
on all barter purchases. Members can use their credits to purchase goods or
services or can sell or transfer their credits to other members. There is no
guarantee that all credits will be used and the barter club will not pay cash
for any unused credits."'
In the second scenario, an employee of the barter club, a cash method
taxpayer, receives $10,000 cash and 10,000 credit units for services rendered
to the club. The 10,000 credits are valued at $10,000. The employee is free
to use his credits as other members do. As an additional consideration, the
club does not charge the employee a commission on his transactions.
As previously noted in the discussion of Revenue Ruling 79-24, the Code
and the Treasury Regulations provide that gross income includes the fair market
value of property or services received as compensation.5 2 Section 451 provides
for the timing of this inclusion. Generally, section 451 includes an item in gross
income "for the taxable year in which received . . . , unless, under the method
of accounting used in computing taxable income, such amount is to be properly
accounted for as of a different period."
For cash method taxpayers, income is included when actually or constructively received.14 Income is constructively received, although it is not reduced
to a taxpayers possession "in the taxable year during which it is credited to
[the taxpayer's] account,. . . or otherwise made available so that [the taxpayer]
may draw upon it at anytime." 55 If the taxpayer's control of the receipt is
subject to substantial limitations or restrictions then there is no constructive
receipt.56
The ruling analogizes the receipt of the credit units- to the receipt of prize
points earned by salespersons. In a prior Revenue Ruling,57 these prize points,
awarded to a cash method taxpayer, were includible in gross income at fair
market value when paid or made available to the salesperson. The prize points
had value since they were redeemable for merchandise listed in a catalogue.
Similarly, the credit units are valuable because they can be used immediately
to purchase goods and services from other barter club members. As soon as
credit units are credited to the member's account, the member is free to use
them. Therefore, the Service concluded A, B, and C, cash method taxpayers,
had constructively received income that must be included in gross income in
the taxable year the credit units were credited to their accounts."

51.
Because barter club credits are backed only by the barter house's own currency, the trade
credit, and since there is no guarantee that credits can be used, many firms are unwilling to book

the credits until they have received goods or services in exchange. Greene & Rohmann, supra note
30, at 56. Whether the credits are accounted for on the firm's books has no effect on their
reportability for tax purposes. Id.
52. See I.R.C. § 61(a)(1) (West 1985); Treas. Reg. § 1.61-2(d)(1) (West 1985).
53. I.R.C. 5 451(a) (West 1985).
54.
55.

Treas. Reg. § 1.451-1(a) (West 1985).
Treas. Reg. § 1.451-2(a) (West 1985).

56.
57.
58.

Id.
Rev. Rul. 70-331, 1970-1 C.B. 14.
Rev. Rul. 80-52, 1980-1 C.B. 100, 102. Another way to interpret the IRS' conclusion
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In order that accrual method taxpayers not be slighted, in a passing sentence,
the IRS noted if A and B were merchants using the accrual method of accounting, $200 would be includible in their gross receipts.59 Generally, an accrual method taxpayer includes an item in gross income when all events fix
the right to receive income and the amount can be determined with reasonable
accuracy.60 In the above situation the event fixing the right to receive income
may occur alternatively when: A and B contract to perform services, when the
services are invoiced, when they actually perform the services or even when
the credit units are credited to their accounts. The service did not specify at
what point the right to receive income is fixed in a barter transaction. The
event chosen to fix the point in time when income is accrued should be consistent with the way the member accounts for his non-bartered transactions. 6
Therefore A and B may have different times of inclusion.
C.

Revenue Ruling 83-163

Timing aspects are also relevant to the holding of Revenue Ruling 83-163." 2
In Revenue Ruling 83-163 barter club members utilizing a directory contact
each other to request services. Each member may use as many services requested
without a fee. The members agree to provide services to other members on
demand for a specified number of hours. There are no restrictions as to use,
enjoyment or disposition of the services received. Members need only reimburse
the service provider for cost of materials. For the barter club's services it charges
an initiation fee and annual dues.
In Revenue Rulings 79-24 and 80-52 cash basis taxpayers received and
performed services for each other. Revenue Ruling 79-24 was only concerned
with how to value the services performed, whereas Revenue Ruling 80-52 was
concerned with both timing and valuation problems. However, neither ruling
was concerned with the issue presented in Revenue Ruling 83-163: how to
account for the receipt of advanced compensation.
Typically, a cash method taxpayer will argue that for purposes of recording
prepaid income he should be considered an accrual method taxpayer. If he has
a liability to perform services later it appears logical to recognize income at
the time services are performed. Unfortunately for the taxpayer, neither the
Service nor the courts have agreed with this argument.63
The United States Supreme Court in North American Oil Consolidated v. Burnett
held:

is that the credit units were valuable property rights which were actually not constructively received.
See Keller, supra note 4, at 491.
59.
60.
61.

Rev. Rul. 80-52, 1980-1 C.B. at 101.
Treas. Reg. S 1.446-1(c)(1)(ii) (West 1985).
This would accord with the Treasury's requirement that the method of accounting used

by the taxpayer be consistently applied from year to year.
62. Rev. Rul. 83-163, 1983-2 C.B. 26.
63. But see infra note 69 for instances where the taxpayer can defer income recognition.
64.

286 U.S. 417 (1932).

Published by UF Law Scholarship Repository, 1985

9

UNIVERSITY
OF FLORIDA
LA W37,
REVIEW
Florida Law
Review, Vol.
Iss. 3 [1985], Art. (Vol.
6 XXXVII

[I]f a taxpayer received earnings under a claim of right and without
restriction as to its disposition, he has received income which he is required to return, even though it may still be claimed that he is not
entitled to retain the money, and even though he may still be adjudged
liable to restore its equivalent.6 5
North American Oil was concerned with the receipt of income earned on property
held in receivership pending the outcome of litigation. Although the income
was earned in 1916 the amount was not actually paid to the taxpayer until the
next year. The Court held the income was taxable in 1917 when the taxpayer
was first entitled to the income and had received it, even though the taxpayer
might have to return the money later on. 61 Whether the taxpayer was a cash
7
or accrual method taxpayer was irrelevant."
In the subsequent decision of Schlude v. Commissioner'" the Supreme Court
considered the case of an accrual method taxpayer who received advanced compensation for dancing lessons. Under the agreement between the taxpayer and
the client, the taxpayer was not required to return any money received even
if the client did not demand all his lessons. Accordingly, the Court held the
compensation was taxable when received and essentially required an accrual
method taxpayer to use the cash method of accounting."
Schlude and North American Oil indicate that when money is received without
restriction it is included in gross income upon receipt. This is true even though
the taxpayer is obligated to return the money or perform future services. Based
on this rationale, the IRS held in Revenue Ruling 83-163 that the services
received as advanced compensation were includible in gross income in the year
received, since there were no restrictions as to the use or disposition of the
services."

65.
66.
67.
68.

Id. at 424.
Id.
Id.
372 U.S. 128 (1963).

69. Schlude was part of a trilogy of cases requiring the inclusion of prepaid income in gross
income when received. See American Auto. Ass'n v. United States, 367 U.S. 687 (1961); Automobile
Club v. Commission, 353 U.S. 180 (1957) (both requiring inclusion in gross income of prepaid
membership dues in the taxable year received).
In certain situations the recognition of prepaid income can be deferred. The following are
statutory examples of these situations: I.R.C. 5 455 (1982) (prepaid subscription income); I.R.C.
5 456 (1982) (prepaid dues income of certain membership orgainzations); I.R.C. § 458 (1982)
(magazines, paperbacks, and records returned after the close of the taxable year).
Case law examples of such situations include: Artnell Co. v. Commissioner, 29 T.C.M. 403
(1970) (prepaid baseball season tickets) and Boise Cascade Corp. v. United States, 530 F.2d 1367
(Ct. Cl. 1976) (prepaid compensation). The Treasury has its own example: Treas. Reg. S 1.4515 (West 1985) (advance payments for goods and long-term contracts). See also Rev. Proc. 71-21,
1971-1 C.B. 549 (allowing accrual method taxpayers to defer income payments received in one
taxable year for services to be performed in the next taxable year).
70. Rev. Rul. 83-163, 1983-2 C.B. 27.
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II.

TRA 84

AMENDMENTS

AND ADDITIONS

With this basic understanding of how the Service taxes barter transactions
established, an examination can now be made of the more intricate details of
specified Code sections that may be applicable to barter transactions. All of the
TRA 84 amendments or additions to the Code which will be discussed have
one underlying theme, Congress' concern for the time value of money.7 ' As a
result, the methods of accounting for income and deductions, primarily the cash
and accrual methods have been affected. 2 Essentially, Congress requires the
imputation of interest and the accrual of rent or compensation income and
expense on any deferred payment transaction for the sale or use of property
or services. 7" In addition, a taxpayer's method of accounting is effectively disregarded, resulting in the accruals of interest, compensation or rent in the year
imputed while properly matching the income and expense in the same taxable
year.

74

A.

Sections 1271-1275

-

The Original Issue Discount Rules

Sections 1271-1275, the original issue discount (OID) rules are not discussed
in detail because they probably do not apply to barter transactions. But the
rules are mentioned here because one section in particular, section 1274, has
an effect on the other sections discussed in this article. Section 1274 requires
thq imputation of interest called original issue discount, 6 on debt instruments
given in consideration for the sale or exchange of property." The term debt
instrument is defined as "a bond, debenture, note, or certificate or other evidences of indebtedness."' 8 Presumably, the debt instrument is issued as evidence
of indebtedness to pay cash in the future rather than property or services. This

71.

See generallyJ. EUSTICE, THE TAX REFORM AcT OF 1984, A SELECTIVE ANALYSIS 2-3 (1984).

The time value of money is a theory that recognizes a dollar is worth more now than it is in the
future. A dollar now can be invested to receive interest, whereas a dollar in the future is equal
to one dollar.
72. Id.
73. Id.at 2-10.
74. Id. See also Martin, Tax Shelter Accounting Under the New Law: An Analysis of a Dramatically
Changed Area, 61 J. TAx'N, Sept. 1984, at 170. But see I.R.C. 1274A(c) (West 1985).
75. This article does not consider the debt for debt and stock for property transactions, which
essentially are barter transactions and to which the OD rules would apply. See S 483 (interest
on certain deferred payments) which may apply to barter transactions when the OID rules are not
applicable. See generally the following articles for a discussion of the OID rules: Allen, New Law
Substantially Changes Tax Planningfor Bonds and Other Investments, 13 TAX. FOR LAW., Sept. 1984, at
82; Bush, Analysing the Far-Reaching Changes for Debt Instruments Under the New Tax Law, 61 J. TAx'N,
Sept. 1984, at 150; McCawley, Silverstein & Mullen, Time Value of Money (I): Original Issue and
Market Discount; Section 483, 984 TAX MoT. (BNA) A-127 (1984); Sheffield, Debt Issued for Traded
and Non-Traded Property, 62 TAXEs 1022 (1984).

76.
77.
78.

I.R.C. S.1273(a)(1) (West !985).
Id. $ 1274(c)(1).
Id. S 1275(a)(1).
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would appear to be true because in exempting payments of $250,000 or less
from the OID rules, a distinction is made between a debt instrument and other
consideration received for the sale or exchange of property.7" Therefore, the
OID rules would not apply to barter transactions.
The OID rules only apply to impute interest if a debt instrument does not
include adequate stated interest. 80 For sales or exchanges prior to July 1, 1985
adequate stated interest exists if the stated interest in the debt instrument is
equal to at least 110 percent of the applicable Federal rate. 8 ' If the stated interest
is inadequate, interest is imputed at 120 percent of the applicable Federal rate
compounded semiannually."
For sales or exchanges after June 30, 1985 adequate stated interest is presumed to exist if the debt instrument contains a stated interest rate at least
equal to 100 percent of the applicable Federal rate. 8 3 If stated interest is inadequate it will be imputed at 100 percent of the applicable Federal rate. "4 The

79.

Id. § 1274(c)(4)(C) (West 1985).
(4) Exceptions - This section shall not apply to (C) Sales Involving Total Payments of $250,000 or Less (i) In General - Any debt instrument arising from the sale or exchange of property if
the sum of the following amounts does not exceed $250,000:
(I) the aggregate amount of the payments due under such debt instrument and all
other debt instruments received as consideration for the sale or exchange, and
(II) the aggregate amount of any other consideration to be received for the sale or exchange.
Id. (emphasis added). See also I.R.C. § 1274(b)(3)(A) (West 1985) which also distinguishes a debt
instrument from other consideration:
In GeneralIn the case of any potentially abusive situation, the imputed principal amount of any
debt instrument received in exchange for property shall be the fair market value of such
property adjusted to take into account other consideration involved in the transaction.
Id. (emphasis added). The fair market value of such property is reduced by "the buyer's cash
down payment and the value of any traded property involved in the transaction." STAFF OF JOINT
COMM.

ON TAXATION,

98TH CONG., 2D SESS., GENERAL EXPLANATION OF THE REVENUE PROVISIONS

OF THE DEFICIT REDUCTION ACT OF

1984, at 118 n.33 (Comm. Print 1984) [hereinafter cited as

JOINT ComM. REPORT).

80. I.R.C. S 1274(a)(1) (West 1985).
81. Id. S 1274(c)(2)-(3). The interest must be payable at least semiannually. JOINT COMM.
REPORT, supra note 79, at 115.
82. I.R.C. S 1274(b)(2)(B) (West 1985).
83. Id. S 1274(c)(2).
84. Id. § 1274(b). A road map is needed to find the proper rate to be used for debt instruments
issued in sales or exchanges after 1984. To make matters worse, in the interim, between TRA
'84 and the 1985 Imputed Interest Simplification Act, Congress enacted Act of Oct. 31, 1984, Pub.
L. No. 98-612, 98 Stat. 3180. This law inciuded special imputation rules for sales or exchanges
involving property other than section 38 property and borrowed amounts not exceeding $2,000,000
occurring after 1984 and before July 1, 1985.

The 1985 Imputed Interest Simplification Act revamped I.R.C. § 1274 and added I.R.C. S
1274A. I.R.C. S 1274A applies to post June 30, 1985 transactions involving debt instruments not
exceeding $2,800,000 on sales or exchanges of property other than 5 38 property. Additionally, S
1274A allows an election of the cash method of accounting where the debt instrument does not
exceed $2,000,000. Both Pub. L. No. 98-612 and Pub. L. No. 99-121 provide an imputation rate
other than the applicable Federal rate.
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higher penalty rate of 120 percent of the applicable Federal rate is eliminated
85
as is the 110 percent test rate.
Prior to July 1, 1985, the applicable Federal rate is determined under section
1274(d) for each six-month period ending on September 30th and March 31st
of each calendar year 86 to apply to the six-month periods beginning on January
1st of the succeeding calendar year and July 1st, respectively., 7 After June 30,
1985 the applicable Federal rate is determined monthly and that monthly rate
shall apply during the following calendar month.'
Different rates are determined for debt instruments of different lengths: the
short-term rate for those under three years, the mid-term rate for instruments
over three but under nine years, and the long-term rate for debt with a duration
greater than nine years.8 9 Those who wish to avoid these original issue discount
rules should include adequate stated interest in their debt instrument or barter. 9°
B.

Section 467

-

Certain Payments for the Use of Property or Services

In general, section 467 applies to accrue rent and impute interest on deferred
payments for the use of property or services. Although the OID rules were
specifically made inapplicable to payments for the use of property or services,
Congress did not intend that these transactions go untouched. In fact, the House
version of the Act originally included the interest element of payments for the
use of property or services in the OID rules. 9' But now, since the OID rules
do not apply to barter transactions, this would tend to indicate that imputation
of interest not be required in any barter transaction in which property, services

85. But see I.R.C. S 1274(e) (West 1985) applying the 110 percent test rate to sale-lease back
transactions.
86. Id. S 1274(d)(1)(B). See also infta note 88.
87. I.R.C. S 1274(d)(1)(C) (West 1985).
88. Id. S 1274(d)(1)(B). On February 13, 1985, prior to Pub. L. No. 99-121, 1985 Imputed
Interest Simplification Act, the IRS issued Temp. Reg. S 1.1274-3T and S 1.1274-6T to provide
an alternate method for computing the applicable Federal rate. The alternative rate is computed
by first examining Federal rates for three (3) one (1) month periods: the month for which the
determination is being made, the month preceding the determination month and two (2) months
preceding the determination month. The lowest of the three (3) computed rates, if that rate is
lower than the six (6) month applicable Federal rate, is then used to determine adequate stated
interest.
In the 1985 Imputed Interest Simplification Act Congress decided to adopt the Treasury's method
of using one (1) month rates. See I.R.C. S 1274(d)(1)(B) (West 1985). Congress eliminated altogether
the six (6) month rule for determining the applicable Federal rate, believing the one (1) month
rates to be timely. Imputed Interest Rule, 45 STAND. FED. TAX REP. (CCH)
71, at 45. The
taxpayer still has the lowest of the three (3) month's option under I.R.C. $ 1274(d)(2) but may
also have the ability to justify to the satisfaction of the Internal Revenue Service a rate lower than
the applicable Federal rate. See I.R.C. S 1274(d)(1)(D) (West 1985).

89. I.R.C. 9 1274(d)(1)(A) (West 1985).
90. However, remember that S 483 is a counterpart to the OID rules and may impute interest
in certain sales or exchanges of property in which the OID rules are inapplicable.
91. H.R. REP. No. 861, 98th Cong., 2d Sess. 886, 889, reprinted in 1984 U.S. CODE CONG.
& AD. NEws 1445, 1577, 1580. See J. EusTicE, supra note 71, at 2-16 n.53.
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or the use of property was exchanged as payment for the use of property or
services.
It was the Senate bill that separated payments for the sale or exchange of
property and payments for the use of property or services into two separate
sections, the OID rules and section 467 respectively. 9 2 The Senate bill still
required the imputation of interest on unpaid rental amounts but added that
the rental payments themselves be included in income on a present value basis
over the term of the rental agreement. 93 Congress' concern here was the tax94
payer's ability to mismatch income and deductions.
Under prior law, a cash method lessor did not include deferred rental payments in income until they were received, whereas, an accrual method lessee
ratably deducted annual rent due over the lease term." New section 467, however, provides for a proper matching of income and expenses by disregarding
the taxpayer's method of accounting and requiring rental accrual for each period
of the lease term.9 6 Correspondingly, a lessor will no longer be able to convert
ordinary income into capital gain by selling a stepped-rental agreement,9" a
lease with increasing rents, before the annual rental payment exceeds the average
rent for the lease term."
New section 467 applies to "section 467 rental agreements." 9' A section
467 rental agreement exists if there is an agreement for the use of tangible
property where at least one amount is to be paid after the close of the taxable
year in which the property is used."' Additionally, a lease agreement which
provides for stepped rents is a section 467 rental agreement."'0
Apparently the term "amount," not only includes cash payments received
as consideration for the use of property but the value of any other consideration
received. This would indicate that section 467 is applicable to barter transactions. Such a conclusion is apparent if the major exception to the application
of section 467 is examined.
Section 467 specifically does not apply to "any amount to be paid for the
use of property if the sum of . . . the aggregate amount of payments received

92. H.R. REP. No. 861 supra note 91, at 887, 890 reprinted in 1984 U.S. CoDE CoNG. &
AD. NEws at 1578, 1581. See also J. EuSTICE, supra note 71, at 2-16 n.53.
93. S. REP. No. 98-169, 98th Cong., 2d Sess. 260, 262 (1984).
94. JOINT COMM. REPORT, supra note 79, at 284.
95. Id.
96. This concern for matching does not prevail throughout the 1984 amendments to the Code.
In fact, § 461(h), see infra text accompanying notes 196-222, specifically defers deductions in many
situations to a period which is after the taxable year of inclusion.
97. JOINT COMM. REPORT, supra note 79, at 286.
98. Id. (called the "crossover point"). This assumes, of course, that the sales price will reflect
the increasing lease payments. Id.
99. I.R.C. § 467(d) (West 19135).
100. Id. § 467(d)(l)(A). This includes one lump sum payment at the end of the lease term
unless the term is for two years or less. JOINT COMM. REPORT, supra note 79, at 286.
101. I.R.C. § 467(d)(1)(B) (West 1985). The Secretary is to prescribe comparable rules in the
regulations for decreasing rental payments. Id. § 467(0.

https://scholarship.law.ufl.edu/flr/vol37/iss3/6

14

1985]
•

.

Kaufman:
"Living
the
Cheap,"ISisBARTER
Barter Better?
Revenue Rulings and a Se
"LIVING
ON on
THE
CHEAP,"
BETTER?

. and the aggregate value of any other consideration to be received for the

use of property" does not exceed $250,000.0 2 Alternatively then, section 467
does apply to such amounts which exceed $250,000. Since such amounts include
the value of other consideration received, section 467 applies to barter transactions where property, services, or the use of property are exchanged for the
use of property or services.
Once it has been determined that there is a "section 467 rental agreement,"
rents are accrued in each taxable year of the agreement by either of the following
methods: (1) allocating rents in accordance with the rental agreement'0 3 and
determining the present values0 4 of the rents if they are to be paid after the
close of the period in which the rent is allocated;' 5 or (2) by leveling the rents
over the lease term to provide for a constant rental amount 0 6 which amount
"if paid as of the close of each lease period ... would result in an aggregate
present value 1 7 equal to the present value of the aggreagate payments required
under the agreement."''08 Then, interest is accrued' 9 on any unpaid rental
amount of the prior taxable year." 0
Section 467 also applies to accrued interest on amounts unpaid in a prior
taxable year for services."' In effect, section 467 disregards both the lessor's
and lessee's method of accounting and puts both on the accrual method of
accounting. The lessor will, for each year of the lease term, have rental and

102. I.R.C. S 467(d)(2) (West 1985). As a further helpful hint in determining whether an
amount exceeds $250,000, S 467(d)(2) suggests that "rules similar to the rules of clauses (ii) and
(iii) of section 1274(c)(2)(C) shall apply." Unfortunately there is no S 1274(c)(2)(C). Congress
meant to refer to S 1274(c)(4)(C) (West 1985). See H.R. REP. No. 861; supra note 91, at 48,
where there is a typographical error in 5 1274. There are two subparagraph (2)'s.
Section 1274(c)(4)(0) is the section discussed earlier under the OID rules, see supra text accompanying note 79, which is a similar exception for sales of property involving total payments of
$250,000 or less. the reference in S 467 is to the S 1274 clauses in which the fair market value
of the other consideration to be received is taken into account along with the requirement that all
sales or exchanges (in this case rental payments) which are part of the same transaction should be
aggregated. I.R.C. 5 1274(c)(4)(C)(ii)-(iii) (West 1985).
103. I.R.C. 5 467(b)(1)(A) (West 1985).
104. In all situations in which present values or interest has to be computed under 5 467,
the discount and interest rate shall be equal to 110 percent of the applicable Federal rate compounded semiannually. S 467(e)(4). Congress in their 1985 Imputed Interest Simplification Act did
not change the "110 percent of the applicable Federal rate" requirement in I.R.C. 5 467, although
it was dropped from I.R.C. 5 1274. See supra text accompanying note 85. There is no indication
in the 1985 Imputed Interest Simplification Act of whether Congress intended to keep this 110
percent requirement. The applicable Federal rate is determined under 5 1274(d), and is the rate
which is in effect at the time the agreement is entered into. I.R.C. § 467(e)(4) (West 1985). This
rate will depend upon the term of the agreement. Id.
105.

106.
107.
108.
109.
110.
111.
No. 861,

I.R.C. S 467(b)(1)(B) (West 1985).

Id. 5 467(b)(2).
See supra note 104.
I.R.C. 5 467(e)(1) (West 1985).
See supra note 104.
I.R.C. 5 467(a)(2) (West 1985).
Id. 5 467(g). Section 467 does not apply to accrue compensation for services. H.R. REP.
supra note 91, at 895, reprinted in 1984 U.S. CODE CONG. & AD. NEws 1583.
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interest income. Correspondingly, the lessee will have rent and interest expense.
Since the term "amount" includes consideration other than cash, the Commissioner will probably argue that section 467 applies to barter transactions for
the use of property or services. A taxpayer might argue, at least for purposes
of imputing interest, that section 467 was not intended to apply to barter
transactions. The OID rules do not apply to such transactions and as noted
before the interest element of a section 467 transaction was originally included
in the OID rules. On the other hand, if the statutory language of section 467
were examined closely, the Commissioner might prevail in applying section 467
to require rent and interest accruals. For example, consider the artist and the
owner of the apartment building in Revenue Ruling 79-24.1'2 Assume the artist
uses the apartment rent-free for four years as a studio to paint his paintings.
In return, the owner will receive one of the artist's paintings at the end of the
four years. The painting is "other consideration" to be received for the use
of property. The value of this painting is the lump sum amount which will be
received as payment after the close of the four taxable years in which the
apartment has been rented. Therefore, a "section 467 rental agreement" exists
between the artist and the apartment owner.
Since section 467 is applicable, a constant rental amount must be accrued
for each of the four years based upon the value of this painting."' Interest will
then be accrued on the constructive rental payments unpaid at the end of each
taxable year. 1 4 Since no payments will be made until year four, interest will
be accrued in years two, three and four. This illustration leads one to conclude
that barterers, especially cash method barterers, should be cognizant of the
section 467 requirements if they are going to exchange services, property or
the use of property for the use of property or services. Otherwise, section 467
will disregard the barterer's cash method of accounting and require accruals of
rent and interest.
C.

Section 7872 -

Treatment of Loans with Below-Market Interest Rates

Like section 467, previously discussed, section 7872 requires imputed interest
and constructive payments. But unlike section 467, which is generally an adjustment to the way transactions have previously been taxed, section 7872 provides for the taxation of a specific barter transaction that in the past has gone
untaxed." 5s No longer can an employee receive a compensation-related interest
6
free or below-market loan without recording the corresponding economic benefit,"
nor can an employer assign income to the employee by transferring the income

112.
113.
114.

See supra text accompanying notes 42-47.
See I.R.C. § 467(a)(1), (b)(2), (b)(3)(B) & (e)(1) (West 1985).
See id. § 467(a)(2).

115.

See McCue & Brosterhous, Interest Free and Below-Market Loans After Dickman and the Tax

Reform Act of 1984, 62 TAXES 1010 (1984) (examines the history of the interest free loan) [hereinafter
cited as McCue].
116. See infra note 155 for exceptions to the applicabiity of 5 7872.
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7
tax consequences on would-be interest income to the employer. " Additionally,
an employer can no longer avoid paying employment taxes by disguising com8
pensation as an interest-free loan."
Essentially, an employee interest-free loan is a disguised barter transaction
'
comprised of the exchange of employee services for the use of employer money."
20
Section 7872 recently enacted by TRA 84, ' provides that this benefit conM
The employer is
ferred on the employee results in a taxable transaction.'
deemed to have transferred money to the employee as compensation and the
employee is deemed to have retransferred the money back to the employer as
an interest payment. The income tax consequences of these transactions to the
employee is gross income for the compensation received and a deduction for
3
22
expense' 2
the interest paid.' The employer, correspondingly, has compensation
these transactions will result in a wash for both
and interest income. Generally,
24
the employer and employee.
A loan is compensation-related if, at the time the loan is made, a debtor
25
To
and creditor relationship exists between the employer and the employee.

117.

This assumes the employer would have used the money transferred for other income

producing purposes, i.e., putting the money in a certificate of deposit.
118. JoiN" COMM.

REPORT,

supra note 79, at 528.

119. Keller, supra note 4, at 442.
120. Tax Reform Act at 1984, Pub. L. No. 98-369, S 172, 98 Stat. 494, 699-703.
121. Section 7872 applies to many other transactions not considered here including (1) gift
loans; (2) corporation-shareholder loans; (3) tax avoidance loans; and (4) other below market loans
(to be provided for in the regulations) which have a significant effect on the tax liability of the
lender or borrower. See I.R.C. S 7872(c) (West 1985).
As an example of a below-market loan that has an effect on the tax liability of the borrower
or lender, the Conference agreement describes the following transaction where a nondeductible
expense is converted into the equivalent of a deductible expense:

For example, if a member of a club makes a non-interest bearing refundable deposit
to the dub in lieu of part or all of his or her membership fee, the member is paying the
fee with money :hat has not been included in his income (i.e., the investment income
from the proceeds of the deposit), and has, in effect, converted the fee into the equivalent
of a deductible expense.
H.R. REP. No 861, supra note 91, at 1020, repinted in 1984 U.S. CODE CoNG. & AD NEws 1708.
Instead of paying a membership fee the member allows the club to use his money interest free in
exchange for the use of the club facilities - a barter transaction. The membership fee, generally
nondeductible unless business related, becomes in effect a deductible expense because interest the
member could have earned on the money deposited with the club is not included in his gross
income.
122. Interest will be deductible depending upon whether a loan is used for business or personal
purposes. In the case of the latter the deduction will depend upon whether the employee itemizes
his deductions. See I.R.C. 55 162, 163(d), 212, 265(2) & 267 (West 1985).
123. Id. 5 162(a)(1). Assuming total compensation to the employee is reasonable, the employer
will be allowed a deduction for compensation expense. Id.
124. If the employee invests the loan in a tax-exempt obligation 5 265(2) will disallow an
interest deduction to the employee. Therefore there will be no offsetting interest deduction against
compensation income. Additionally, in situations where a term loan extends beyond the taxable
year in which it was made, the imputed interest is recognized over the term of the loan and will
not offset the compensation recognized on the date the loan was made. JoirN COMM. REPORT,
supra note 79, at 528.
125.

H.R. REP. No. 861, supra note 91, at 1018, reprnted in 1984 U.S.
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distinguish compensation-related loans, the TRA '84 Conference agreement gives
an example of an employer's buy-down of an employee's mortgage loan from
an unrelated third party. 126 This transaction which confers a valuable benefit
to the employee is in substance, a loan by the unrelated third party to the
employee, not a below-market loan by the employer to the employee.' 27 The
payment from the employer to the third party lender is compensation to the
employee, essentially discharging the employee's obligations. On the other hand,
if the third party lender is acting as an agent of the employer so that the
employer is making a loan to the employee, this is a compensation-related
loan.

121

Other distinctions are noted. A loan made to an employee because he is
having financial difficulties is not a compensation-related loan. 2' 1 The Joint
Committee on Taxation provides that a below-market loan made by an employer
to an employee's child will be recharacterized as a compensation-related loan
from the employer to the employee and a gift loan by the employee to the
child.' 1 ' Section 7872 will apply to both loans although a gift loan is not a
barter transaction.
Compensation-related loans may be direct or indirect"" (as in the case of
the third party agent lender) and payable on demand or over a specified term." '
A compensation-related loan is payable on demand "if payable in full at any
time on the demand of the lender or if it is nontransferable and conditioned
on the future performance of substantial services by an individual.""' A below-

NEws 1706. Section 7872 is also applicable to below-market loans between "an independent contractor and a person for whom"such independent contractor provides services." I.R.C. S
7872(c)(1)(B)(ii) (West 1985).
126. H.R. REP. No. 861, supra note 91 at 1019, reprinted in 1984 U.S. CODE CONG. & AD.
NEws 1707.
127. Id.
128. Id. The Conference agreement provides as another example the interest free use of money
received by an employee from a customer for services the employee performed on behalf of the
employer. If the employee retains the money for a period in lieu of payment for services a compensation-related loan has occurred. Id.
129. However, although the regulations may provide § 7872 is applicable in other circumstances. McCawley, Silverstein & Mullens, Time Value of Money (II): Deferred Payments for the Use of
Property and Services: Below-Market Interest Loans, 984 TAx MGT. (BNA) A-158, A-173 (1984) [hereinafter cited as Mc(awley II]. See also I.R.C. § 7872(c)(1)(E) (West 1985).
130. JoINT COMM. REPORT, supra note 79, at 530. Section 7872 also applies to gift loans not
discussed here.
131.
I.R.C. § 7872(c)(1)(B) (West 1985).
132. See generally id. § 7872.
133. Id. § 7872(f)(5). See also H.R. REP. No. 861, supra note 91, reprinted in 1984 U.S. CODE
CONG. & AD. NEws 1707. The provisions of § 83 are applicable to determine whether the benefits
of the demand loan are nontransferable and conditioned on future performance. Id. Section 83 is
a statutorily devised barter transaction. It applies to transactions where property is transferred in
connection with the performance of services. Generally, the person who performs the services (employee) has to include in gross income the fair market value of the property received less the
amount paid for the property in the year the person's right to the beneficial interest in the property
is transferable or not subject to a substantial risk of forfeiture. I.R.C. § 83(a), (c)(l)-(2) (West
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market loan is conditioned on the future performance of substantial services if
on the termination of an employee's employment the interest specified in the
loan is increased for the remaining term of the loan. 34 The effect of section
7872 on a demand loan is to impute interest, called "foregone interest," and
the corresponding compensation amount, when the interest payable on the loan
is less than interest accrued at the applicable Federal short-term rate provided
in section 1274(d). '1 The compensation is treated as transferred from the employer to the employee and the interest is treated as retransferred from the
employee to the employer on the last day of the calendar year." 6
A compensation-related term loan is a demand loan when nontransferable
and conditioned on the future performance of substantial services.'3 7 Otherwise
a term loan is any loan which is not a demand loan.' 3 Section 7872 imputes
interest and the related compensation amount on a term loan when the amount
loaned exceeds the present value of all payments due under the loan.'3 9 The
employer is deemed to have transferred and the employee is deemed to have
received compensation on the date the loan is made. 4" The imputed interest
is treated as original interest discount 4 so that over the term of the loan,
payments made are part principal and part interest. 42
As a planning device, an employer might consider using a compensationrelated term loan rather than a demand loan since the imputed interest and
compensation amount under the.term loan will usually be less than the foregone

1985). The person for whom the services were performed (employer) is allowed a deduction equal
to the amount included by the employee in his gross income and only for the taxable year of the
employer in which or with which ends the taxable year of the employee. Id. S 83(h).
134. H.R. REP. No. 861, supra note 91, at 1018, reprinted in 1984 U.S. CoD CONo. & AD.
NEws 1706.
135. I.R.C. S 7872(e)(1)(A), (e)(2) & (f)(2)(B) (West 1985). I.R.C. S 7872(0(2)(A) provides
that the applicable Federal rate for term loans under I.R.C. S 1274(d) shall be compounded semiannually. For demand loans and gift loans the semi-annual compounding was overlooked. See id.
S 7872(i)(2)(B). This inadvertent mistake was corrected by Technical Corrections Bill of 1985,
S 112 (b). Congress wants all loans to be treated consistently; therefore semi-annual compounding
is required in calculating interest for gift loans, demand loans and term loans. H.R. 1800, 17
STAND. FED. TAX. REP. (CCH) 49. See supra text accompanying notes 86-89.
136. I.R.C. S 7872(a)(1)-(2) (West 1985). For timing purposes, the parties' accounting methods
are irrelevant. McCawley II, supra note 129, at A-169.
137. See H.R. REP. No. 861, supra note 97, at 1024, reprinted in 1984 U.S. CODE CONG. &
AD. NEws at 1724.
138. I.R.C. S 7872(0(6) (West 1985).
139. A discount rate equal to the applicable Federal rate provided for in S 1274(d), compounded
semi-annually, is used to determine the present value. I.R.C. S 7872(e)(1)(B), (0(1) & (f)(2)(A)
(West 1985). Since the applicable Federal rate for term loans may be the short term, mid-term
or long-term rate and the applicable Federal rate for demand loans can only be the short term
rate, then a compensation-related term loan which is deemed a demand loan will be a term loan
for purposes of determining the applicable Federal rate. JoiNT COMM. REPORT, supra note 81, at
535.
140. I.R.C. S 7872(b)(1) (West 1985).
141. Id. 5 1273(a)(1). See supra text accompanying notes 76-86.
142. McCue, supra note 115, at 1016.
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interest under a demand loan.' 4 1 Consider M (employer) and N (employee).'4

M lends N $100 for a one-year period. The applicable Federal rate is ten
percent. 4 ' If the loan is a demand loan, the amount of the foregone interest
is $10 (100 x 10%). As of December 31st M constructively transfers $10 as
compensation to N so that N has gross income and M has a section 162
compensation expense deduction. On that same date, N will constructively retransfer $10 in interest to 14 generating interest income to M and probably
an interest deduction to N."'
On the other hand, if the loan is a term loan the consequences differ. The
present value of $100 received a year from now, assuming a ten percent interest
rate, is $90.90. Thus, on the date the loan is made $9.10 is deemed transferred
1
as compensation to N. The $9.10 is the OlD'47
equal to the loan's stated
redemption price at maturity,' 48 $100, minus the deemed issue price

49

of $90.90.""'

The OID is the amount of imputed interest that N is deemed to transfer to
M during the year.' 5 ' Therefore, the $9.10 deemed compensation and interest
under the term loan is less than the $10 deemed compensation and interest
under a demand loan.
Section 7872 is not applicable when on any day the aggregate outstanding
loan balance between the employee and employer does not exceed $10,000.5
This de minimis exception will not apply when one of the principal purposes
of the loan arrangement is tax avoidance. '53 Additionally, the Conference agreement notes that the deemed compensation payment from the lender to borrower
will be treated as wages for purposes of FICA and FUTA liability but not

143.
144.
145.

McCawley II, supra note 129, at A-171.
The following example is from Id.
Compounding of interest is ignored.

146.

See supra note 122.

147. Note that the OID rules do not apply to short-term obligations, loans issued for less than
one year. I.R.C. § 1272(a)(2)(C) (West 1985). For this example it is assumed the OID rules apply.
148. Id. 5 1273(a)(2).
149. Id. 5 1274.
150. Id. S 1273(a)(1).
151. If a term loan has OID, the amount of interest is determined on a daily basis and
deducted over the life of the loan. See id. 5 1272.
152. I.R.C. § 7872(c)(A) (West 1985). F'or purposes of aggregating term loans "the deemed
transfers from the lender to the borrower are treated as occurring on the latter of the dates on
which the loans are made or the first date on which the loans are subject to [the de minimus
exception]." H.R. REP. No 861, supra note 91, at 1022, reprinted in 1984 U.S. CODE CONG. &
AD NEws 1710. The Conferees give the following example of the above requirement:
[I]f there are no other outstanding loans between an employer and an employee, and the
employer makes [a] $9000 compensation-related term loan to an employee on April 1, and
a $2000 compensation-related term loan to the same employee on April 10, the parties
are treated as if the employer made a $11,000 compensation-related term loan to the
employee on April 10.
Id. The fact that the outstanding balance on the compensation-related term loan is reduced below
$10,000 will not trigger the de minimus exception. Id. Foregone interest will have to be computed
on the remaining outstanding balance. Id.
153. I.R.C. § 7872(c)(3)(B) (West 1985).
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wage withholding."r Also, the Treasury has regulatory authority to exempt
certain transactions from section 7872 if the interest arrangements do not significantly affect the federal tax liability of the employer-lender and the employeeborrower.'5 5 As an example the Conference agreement suggests that a compensation-related employee-relocation loan may be exempt.'5 6 Finally, section
7872 is effective for term loans made after June 6, 1984, and for amounts
outstanding on demand loans after such date unless those amounts are repaid
by September 16, 1984.' - Any compensation-related term loan deemed a demand loan for purposes of section 7872158 is treated as a term loan for'purposes
of the effective date provision.' 59
D.

Section 1031 - Exchange of Property
Held for Productive Use or Investment

The previously discussed sections were concerned with imputing interest and
requiring constructive payments so that the time value of money would not go
unnoticed. Although section 1031 does not impute interest or require constructive payments, section 1031, as amended, takes into account the time value of
money. Before discussing the amendment to section 1031, an overview of this
section is necessary.
Assume property held for productive use in a trade or business or for investment purposes is exchanged solely for property of like-kind" ° which will be
held for productive use in a trade or business or for investment. What are the

154.

H.R. REP. No. 861, supra note 91, at 1019, reprinted in 1984 U.S.

CODE

CONG. & AD.

NEws 1707. See also I.R.C. S 7872(f)(9) (West 1985). I.R.C. S 7871(0(9) (West 1985), provides

"No amount shall be withheld under Chapter 24 [withholding from wages] with respect to any
amount treated as transfered or retransferred under subsection (a)." Subsection (a) applies to gift
loans and demand loans. Congress inadvertently left out term loans from this section. The Technical
Corrections Bill of 1985 corrected this mistake by exempting term loans from the withholding
requirements.
155. H.R. REP. No. 861, supra note 91, at 1023, reprinted in 1984 U.S. CODE CONG. & AD.
NEws 1711. Se I.R.C. S 7872(g)1XC) (West 1985). See also id. S 78 72(g) for other regulatory
authority. Temp. Reg. S 1.7872-5T exempts certain loans without significant tax effect from the
requirements of I.R.C. S 7872. The I.R.S. has also issued Prop. Reg. S 1.7872-1 through -14 to
further explain their interpretation of I.R.C. S 7872.

156.

H.R.

REP.

No. 861, supra note 91, at 1023, reprinted in 1984 U.S.

CODE CONG.

& AD.

NEws 1711. See Temp. Reg. 1.7872-5T (c) (Special Rules For Employee-Relocation Loans, providing
conditions, which if satisfied, will exempt employee-relocation loans from the requirements of I.R.S.
S 7872). Additionally, the 1985 Imputed Interest Simplification Act added I.R.C. 7872(f)(11) (Time
For Determining Rate Applicable to Employee-Relocation Loans).
157. Id. See McCue, supra note 115, at 1018. Any compensation-related loans that do not fall
within the effective dates of S 7872 are treated for income tax purposes under prior case law which
does not require the imputation of interest or compensation. Se e.g., J. Simpson Dean v. Commissioner, 35 T.C. 1083 (1961).
158. See supra text accompanying note 137.
159. H.R. REP. No. 861, supra note 91, at 1024, reprinted in 1984 U.S. CODE CONG. & AD.
NEws 1712.
160. See Treas. Reg. S 1.1031(a)-I to (b) (West 1985) (defining like-kind).
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tax consequences? Unless the Code provides an exception, if there is a gain
on the exchange it will be recognized and included in gross income since gross
income includes all income from whatever source derived," ' including gains
derived from dealings in property.162 If a loss is recognized generally a deduction
is allowed for any loss incurred in a trade or business or transaction entered
6
into for profit.' 1
Gains (losses) are recognized when they are realized on the sale or exchange
of property. 6 A gain (loss) is realized on the sale or other disposition of
property when the fair market value of property"' 5 received is greater than (less
than) the adjusted basis of the disposed property.' 66 The like-kind exchange
described above is an exception to these general rules of recognizing gains or
losses. This exception is provided for in section 1031 167 which states that no
gain or loss shall be recognized on exchanges of like-kind property when the
property exchanged and received has been and will be held for productive use
in a trade or business or for investment.' 6 By definition, a like-kind exchange
is therefore a barter transaction.
Congress enacted section 1031 because administratively there was no conceivable way to police all such exchanges of property.'69 By providing this
exception, the Treasury is not losing much money since section 1031 provides
that the basis of the property acquired in an exchange will be the same as the
basis of the property exchanged."' ° Therefore, gain recognition is only deferred
to a later time when the received property is disposed of in a nonlike-kind
transaction. Moreover, section 1031 was enacted because Congress thought it
unfair to tax a taxpayer who theoretically maintained his original investment
in the like-kind property received; in other words, no gain really had been
realized.' 7 ' Furthermore, "phantom income," taxable income without dollars to
pay the tax, was also recognized as a resulting problem from taxing a likekind exchange. 72
'

161.

I.R.C. 5 61(a) (West 1985).

162. Id. 5 61(a)(3).
163. Id. 5 165.
164. Id. 5 1001.
165. Id. § 1001 (b). Since only an exchange of property for property is considered here, the
receipt of money is not included as an amount realized.

166. Id. § 1001.
167. Id. S 1031.
168.

Section 1031 is specifically not applicable to the exchange of (1) stock in trade or other

property held primarily for sale; (2) stocks, bonds or notes; (3) other securities or evidences of
indebtedness or interest; (4) interests in a partnership; (5) certificates of trusts or beneficial interests;
and (6) choses in action. Id. § 1031(a)(2).
169. Liles & Butler, New Recharacterization on Like-Kind Exchanges, 984 TAx MGT. (BNA) A-230
(1984).
170.
171.
at 244.
172.

I.R.C. § 1031(d) (West 1985).
Liles & Butler supra note 169, at A-230. See also JOINT COMM.

REPoRT,

supra note 79,

Starker v. United States, 602 F.2d 1341, 1352 (9th Cir. 1979).
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Recently, Congress has decided deferred like-kind exchanges should no longer
benefit from the rationale that no gain has effectively been realized on the
exchange.' 7 3 These non-simultaneous exchanges usually occur when property is
transferred for property to be identified in the future. Sometimes the exchange
agreement provides that cash or nonlike-kind property is transferred for property
to be identified in the future. Sometimes the exchange agreement provides that
cash or nonlike-kind property may be received in the future instead of likekind property. The effect of being able to choose to receive cash or property
in the future is to put the taxpayer on the installment sales method of section
453."'4 The installment sales method defers the recognition of gain on the disposition of property where at least one payment is to be received after the close
of the taxable year in which the disposition occurs.7 5 Congress was concerned
that a taxpayer could exercise the right to designate the property to be received
shortly before death thus possibly avoiding any taxation on the sale at all.'7 6
Congress did not intend that sections 1031 and 453 be used to avoid recognition of gain on deferred payment sales. "7 If it had it would have provided,
in section 1031, for a stepped-up basis rather than a substituted basis for the
property received. " 8 Congress reasoned if the property to be received could be
designated at a later time, in substance, the exchange was actually a sale of
79
property and then a purchase of property in the future.
The proverbial straw that broke the camel's back was Starker v. United States.'
In Starker, the United States Court of Appeals for the Ninth Circuit held section
1031 applicable to a transaction in which the taxpayer could designate the
property to be received up to five years after the transaction occurred, even
though the taxpayer could have received cash in the exchange. The court reasoned that the taxpayer had always intended to receive like-kind property for
the real estate he had given up and eventually he did.' 8 ' Therefore, the fact
that the transaction was not simultaneous was irrelevant. In essence, the court
8 2
held section 1031 did not require simultaneity.'
In trying to clean up section 1031, Congress in TRA '84 amended section
1031 in order that a like-kind exchange be completed within a specified time
period.8 3 In addition the property received in the exchange must be identified

173. JoiNrr COMM. REPORT, supra note 79, at 244.
174. I.R.C. S 453 (West 1985). &e Liles & Butler, supra note 69, at A-231.
175. I.R.C. S 453(bX1) (West 1985). Prior to the amendment of 5 1031 this one payment
could be made with like-kind property, property permitted to be received without the recognition
of gain. Id. $ 453(f(6). But see infra text accompanying notes 192-93.
176. JoiNT COMM. REPORT,. supra note 79, at 245.
177. Id.
178. I.R.C. S 1031(d) (West 1985).
179. JoiNT COMM. REPORT, supra note 79, at 244.
180. 602 F.2d at 1341.
181. Id. at 1354.
182. Id. at 1352-55.
183. Tax Reform Act of 1984, Pub. L. No. 98-369, S 77(a), 98 Stat, at 596-96.
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near the time the property given up is transferred.' 84 Under section 1031(a)(3)(A)
the property must be identified "before the day which is 45 days after the date
on which the taxpayer transfers the property relinquished in the exchange."
This in effect requires a forty-four day identification period which was not the
period intended by Congress. The Joint Committee Report explains that property must be identified "within 45 days after [the date the transfered property
is relinquished]."' 85
The Technical Corrections Bill of 1985116 corrected the confusion between
I.R.C. § 1031(a)(3)(A) as written and what the Joint Committee intended, by
explaining "like-kind property includes property identified as the property to
be received by the taxpayer on or before (rather than only before) the date
which is 45 days after the date on which the taxpayer relinquishes property."
This allows the taxpayer a firty-five day instead of forty-four day identification
period. Additionally, any designation can be made by contract. '87 Furthermore,
multiple designations can be made
if the contract between the parties specifies a limited number of properties
that may be transfered [sic] and the particular property to be transferred
is to be determined by contingencies beyond the control of both parties. For example, if A transferred real estate in exchange for a promise
by B to transfer property 1 to A if zoning changes are approved and
property 2 if they are not, the exchange would qualify for like-kind
treatment. 88
A major question unanswered by section 1031(a)(3)(A) is what kind of property may be designated in multiple designation situations.' 89 Does the alternative
designated property have to be like-kind? 190 Could it be cash?' 9 ' These questions
are probably best answered if section 1031(a)(3)(A) is read in conjunction with
section 1031(a)(3)(B). Section 1031(a)(3)(B) specifies the period within which
like-kind property has to be received to qualify under the like-kind exchange
provisions. Property in the exchange, whether included in a multiple designation
or not, must be received by the earlier of the due date of the taxpayer's return
(including extensions) for the year in which the taxpayer's property was relinquished or 180 days after the day the taxpayer transfers his relinquished prop92
erty.

184. Other nonrecognition rules provide a time limitation on the applicability of the nonrecognition provision. See, e.g., I.R.C. 5 1034 (West 1985) (rollover of gain on sale of principal
residences).
185. JOINT COMM. REPORT, supra note 79, at 246.
186. H.R. 1800, 17 STAND. FED. TAX REP. (CCH) 21.
187. JOINT COMM. REPORT, supra note 79, at 246.
188. Id.
189. Liles & Butler, supra note 169, at A-233.
190. Id.
191. Id.
192. I.R.C. 5 1031(a)(3)(B) (West 1985).
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For a transaction to qualify as a like-kind exchange, a designation must be
made and the property must be received by the due date of the taxpayer's
return. If either the designation or the receipt of the property does not occur
within the specified time periods of section 1031(a)(3), the property received
will not be treated as like-kind property. So even if the forty-five day designation
period falls after the close of the taxable year in which the taxpayer relinquished
his property, the taxpayer still has to receive some like-kind property by the
close of the taxable year to qualify for section 1031 nonrecognition treatment.
In the quoted example of multiple designations given earlier, zoning problems would have to be decided within 180 days after the day the taxpayer
transfers the property or by the close of the taxable year of the transfer. Assuming properties 1 and 2 are like-kind, if the contract provides that property
2 is only received if zoning is not approved for property 1, the taxpayer may
be in trouble if no approval can be obtained by the 180-day/close of the taxable
year time period. If the taxpayer cannot get property 1 or 2 within the specified
time period, he gets nothing and section 1031 is not applicable. A contract
should provide for such contingency. Even if properties 1 and 2 were like-kind
and nonlike-kind, respectively, the taxpayer will know by the close of the taxable
year whether he has made an exchange for like-kind property. Thus congressional intent is not violated by allowing the taxpayer multiple designations which
include nonlike-kind property.
Finally, if only cash or nonlike-kind property is received in an exchange
where at least one payment will be made after the taxable year of disposition,
section 453 and not section 1031 will apply to defer recognition of gain. However, when like-kind and nonlike-kind property are received in an exchange in
which one payment is made after the close of the taxable year, both sections
453 and 1031 are applicable. Under section 453(f)(6)(C) the receipt of like-kind
property qualifies as a payment only for purposes of determining whether one
payment will be received after the taxable year of disposition. The problem
here is that under section 1031(a)(3), the like-kind property must be received
by the close of the taxable year of disposition, not after. Therefore, like-kind
property can never be a payment for purposes of determining whether section
453 is applicable. Assuming this is correct, any installment sales contract using
like-kind property should specify only nonlike-kind property or cash can be
received in the future.
Thus, a barterer who desires to qualify under the section 1031 nonrecognition provisions should consummate his like-kind exchange by the time he files
his return or, if earlier, 180 days after he initially transfers his property. On
the other hand, since section 1031 is not elective, and if the barterer could
and would rather recognize a loss, section 1031 may easily be avoided by not
consummating the transaction within the specified time period. Generally, the
amendment to section 1031 applies for transfers made after July 18, 1984.'
If a transfer has occurred before July 18, 1984, property has to be received

193.

Joir

COMM.

REPORT,

supra note 79, at 247.
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by December 31, 1986.'9' If property was designated in a written binding contract which existed before June 14, 1984, then property may be received until
December 31, 1988.' 9'
E.

Section 461(h) - Certain Liabilities Not
Incurred Before Economic Performance

So far the Revenue Rulings and the Code sections discussed have primarily
been concerned with inclusions in gross income. Because of the TRA '84 changes
to section 461 (General Rule for Taxable Year of Deduction), 96 an examination
of the timing of deductions in barter transactions comprises the balance of this
article. While many changes were made in section 461, this article is only
concerned with subsection (h). Section 461(h) allows a deduction for an accrual
method taxpayer only after economic performance has occurred. 97 Essentially,
Congress was looking to reflect the time value of money in deductions allowed
to an accrual method taxpayer who did not have to pay for the liability until
some time in the future.1'" Instead of requiring a complicated present value
computation to discount the value of the liability, Congress has provided in
section 461(h) for the recognition of the liability when it is economically incurred.'9 9 Before examining the concept of economic performance in greater
detail, the general rules of deduction for a cash method and accrual method
taxpayer are explained as an overview.
Cash method taxpayers generally are allowed a deduction in the taxable
year in which an expense is paid. 2" The same rule applies for cash method
taxpayers who barter.2 0" The fact that payment is made in property, services or the use of property does not alter the economic event that a transaction has been paid for."02 Whether the expenditure is deductible will
depend upon whether the taxpayer incurred the expense for personal 2"'

194.

Id.

195.

Id.

196. Tax Reform Act of 1984, Pub. L. No. 98-369, § 91(a), 98 Stat. at 598-601.
197. The following additional subsections were amended or added to 5 461: subsection (f)
(Contested Liabilities) and subsection (i) (Tax Shelters May Not Deduct Items Earlier Than When
Economic Performance Occurs).
198. JOINT COMM. REPORT, sn/ra note 79, at 260.
199. Id. at 261.
200. Treas. Reg. §5 1.446-1(c)(1)(i) & 1.461-1(a)(1) (West 1985). Expenditures for an asset
having a useful life which extends substantially beyond the close of the taxable year may have to
be capitalized and amortized over the useful life of the asset or may be deductible in part or not
deductible at all. Treas. Reg. § 1.461-1(a)(1) (West 198b). See I.R.C. 5 263 (West 1985). See also
Zaninovich v. Commissioner, 616 F.2d 429 (9th Cir. 1980) (applying the "one-year rule" to define
"substantially beyond," treating an expenditure as a capital asset if the asset has a useful life that
extends more than twelve months beyond the taxable year of payment).
201. See generally Keller, supra note 4, at 464 (explaining how to value deductions in barter
transactions).
202. This also applies to the use of credit units received from a barter club.
203. Generally personal expenditures are not deductible. I.R.C. § 63()(1982). Ordinary and
necessary expenses paid or incurred for the production or collection of income are deductible. Id.
5 212.
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Prior to TRA '84, an accrual method taxpayer generally was allowed a
deduction "for the taxable year in which all the events... occurred which establish[ed] the fact of the liability giving rise to such deduction and the amount
thereof [could] be determined with reasonable accuracy.' '206 TRA '84 codified
this Treasury Regulation's requirement called the "all events test" in section
461(h)(4) and added the economic performance test under section 461(h)(1). In
effect, the all events test is not treated as passed until economic performance
27
has occurred.

1

Except as the Secretary may prescribe in the regulations, economic per208
formance occurs under the following circumstances:
1) If the taxpayer has a liability to another because such person
provides services or property to the taxpayer or allows the taxpayer to
use the person's property, economic performance occurs as such person
' 9
20
provides the services
21 a or property 1 to the taxpayer or as the taxpayer
uses the property. '
2) If instead of making a monetary payment to satisfy a liability, the
taxpayer is required to provide property or services, economic perform21 2
ance occurs as the taxpayer provides such property or services.
Section 461(h) will not apply if amounts incurred are chargeable to a capital
account, 2 3 specifically excepted because other Code provisions apply, 214 or, in
215
the above-mentioned situations, recurring in nature.
Assuming section 461(h) is applicable, the question then arises as to how
to apply section 461(h) to nonsimultaneous barter transactions. If, for example,
a barterer has a liability to provide property for services to be provided by

204. I.R.C. 5 162 (West 1985).
205. See id. S 267. for the deductibility of expenses between related taxpayers.
206. Treas. Reg. 5S 1.446-1(c)(1)(ii), 1.461-1(a)(2) (West 1985). Similarly, as with cash method
taxpayers, an expenditure "which results in the creation of an asset having a useful life which
extends substantially beyond the close of the taxable year may not be deductible, or may be
deductible only in part, for the taxable year in which incurred." Treas. Reg. S 1.461-1(a)(2) (West
1985).
207. I.R.C. S 461(h)(1) (West 1985).
208. Treas. Reg. S 461(h)(2) (West 1985).
209. Id. 5 461(h)(2)(A)(i).
210. Id. S 461(h)(2)(A)(ii).
211. Id. S 461(h)(2XAXiii).
212. Id. S 461(hX2XB). Congress intended that property not include money. JojNT COMM.
REPORT, supra note 79, at 262. Section 461(hX2XC) provides for the timing of economic performance
in workers' compensation and tort liability situations. The Secretary has authority to promulgate
regulations to specify when economic performance occurs in the case of other taxpayer liabilities,
I.R.C. 5 61(h)(2)(D) (West 1985).
213. See supra note 206. See also JoINT COMM. REPORT, supra note 79, at 261.
214. I.R.C. S 461(h)(5) (West 1985). Other sections which may apply include 5 166(c) & (f)
(reserve for bad debts), 463 (relating to vacation pay) and 466 (relating to discount coupons).
215. Id. § 461(h)(3).
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another person does economic performance occur when the property is provided
by the taxpayer or when the other person provides the services to the taxpayer?
Legislative history does not indicate how this dilemma should be handled." 6
27
In barter transactions that use barter credits as monetary equivalents,
economic performance should occur when services and property are provided
to the taxpayer. 2 1 If a barter club agreement provides, as in Revenue Ruling
83-163,29 that a taxpayer member receives services in exchange for the member's agreement to provide services to other members on demand, economic
performance will probably occur as services are provided by the taxpayer. 221 In
the grey areas, the Service will argue to defer the deduction so that economic
performance occurs at the later of the two times.
As a last thought, notice that section 467221 and section 7872222 implicitly
provide their own rules of deductibility. At times, these sections disregard the
economic performance test and ignore the taxpayer's method of accounting,
making all taxpayer's accrual method so that in the taxable period in which
interest is imputed or compensation or rent is deemed paid, that is the period
a deduction is allowed. Thus, it is unclear whether Congress intended that an
employer or lessee take their compensation expense or rental expense deduction,
respectively, in the year deemed incurred or when economic performance actually occurs.
For example, remember that section 7872 is applicable to both demand and
term compensation-related loans. In a demand loan, compensation is constructively paid on the last day of every year the loan is outstanding. 223 Whereas
in a term loan, a compensation computation is made only once, on the date
the loan is made. 224 Therefore, the computation provided for in a demand loan
actually reflects economic performance. The employer is loaning money as compensation each year for the services provided by the employee each year. On
the other hand, assuming a term-loan extends beyond the close of the year in
which it was made, all compensation expense is accrued in year one without
deferring any expense to the subsequent years when an employee performs
services; consequently, economic performance is not complied with.
The Joint Committee Report sheds some light on this subject and seems
to require economic performance; nevertheless, the specific statutory construction

216.

See Taylor, Silverstein & Mullens, Premature Accruals, 984

TAX

MGT. (BNA) A-178, A-

180 (1984).
217.

See Keller, supra note 4, at 499 (recognizing the possibility that barter credits may be

property in themselves and not necessarily monetary equivalents).
218. I.R.C. § 461(h)(2)(A) (West 1985).
219. In a barter transaction in which services are exchanged for services, on receipt of the
services as compensation, Revenue Ruling 83-163 requires the inclusion in gross income of the
fair market value of the services received even though the compensated services will not be performed

until the future.
220.

I.R.C. 5 461(h)(2)(B) (West 1985).

221. Seesupra text following note 111.
222. Seesupra text accompanying notes 122-23.
223.

I.R.C. § 7872(a)(2) (West 1985).

224, Id. § 7872(b)(1).
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of sections 467 and 7872 should probably prevail over the general rule of section
461(h). The Joint Committee explains that in compensatory situations the employer's liability for employee compensation occurs as the employee provides
services. 225 However, -specific provisions including sections 83, 404, 404A, 419,
and 463, provide their own timing rules. Congress has made it clear that these
timing rules shall prevail over section 461(h).22 6 In most of the situations in
which sections 83, 404, 404A, 419, and 463 apply, deductions will be allowed
after *economic performance has already occurred. Congress, therefore, is not
conceding much if those sections apply. When the specific sections do not apply,
section 461(h) is applicable 227 in which case an employer may be allowed a
deduction earlier than when the specified sections would allow a deduction.
The Joint Committee Report also addresses bonus payments made to an
employee. If a bonus is paid within two and one-half months after the end of
the taxable year in which the employee provides services, sections 404 and 419
will not apply. Arguably, section 461(h) should apply to allow a deduction in
the year the employee performed the services. 22 This is burdensome to the
employer, who, having made an interest free compensation-related loan to the
employee, would rather deduct the compensation expense immediately. Rather,
section 461(h) requires the employer to take such deduction over the term of
the loan as services are provided.
In other situations where there are employee benefits other than compensation, Congress provides that "economic performance... occurs generally when
the employer makes a payment under a benefit plan (rather than when services
are rendered).' '229 Of course, this is more beneficial to the employer who generally would rather deduct his expenses earlier, still, it does not help the employer with a compensation-related loan under section 7872.
Disregarding what seems to be the congressional requirement that section
461(h) apply in all situations unless otherwise specified, section 461(h) should
not apply to section 7872 compensation payments. Section 7872 specifically
provides demand loans "shall be treated as transferred. . .on the last day of
[each] calendar year"2 3 and term loans "shall be treated as... transferred on
the date the loan was made."123' Additionally, section 7872 already takes into
account what Congress was concerned with in section 461(h), the time value
of money. In effect, the compensation payments in a term loan are discounted
to reflect their present values and interest is accrued on demand loans each
year they are outstanding. Therefore, an employer should be able to deduct
compensation expenses when constructively paid even if payment occurs before
economic performance.

225.
226.
227.
228.
229.

JoiNT COMM. REPORT, supra

230.

I.R.C. S 7872(a)(2) (West 1985) (emphasis added).

231.

Id. S 7872(b)(1) (emphasis added).

note 79, at 266.

Id.
Id. at 267.
Id.
Id.
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Similarly, section 461(h) should not be api-licable to section 467. Section
467 is a specific provision falling under the same subpart in the Code as section
461. Subpart C, under Part [I, Methods of Accounting, provides for the taxable
year in which deductions are taken. Since section 461 is the general rule for
the taxable year of deduction, section 467 will override section 461 whenever
its specific requirements are satisfied. Section 467 builds in economic performance, requiring a constant rental accrual over the time period in which property
is used or services are provided.
Finally, for purposes of interest accrual, Congress has specifically provided
that "[i]n the case of interest, economic performance occurs with the passage
of time (that is, as the borrower uses, and the lender foregoes use of, the
lender's money) rather than as payments are made." 2 2 Any section imputing
interest already requires this.
III.

IN THE END...

Although Adam and Eve got away without being taxed, now, as the Revenue
Rulings indicate, a swap will be taxed just the same as any similar cash transaction. Additionally, those who barter must take notice of the new provisions
of TRA '84. No longer will Congress allow the time value of money concept
to go unnoticed. The advent of the high interest rate has assured this.
Basically, bartering has no tax advantages over cash transactions any more.
Before, the only advantage was the ability to avoid taxation and that was only
because the Service did not have the manpower to catch the tax evaders. New
filing requirements and a powerful computer have alleviated this problem. But,
even now, small bartering transactions will go untaxed because they are easy
to hide. Who is going to tell on the hairdresser who cuts the hair of the
carpenter who builds her a table?
Finally, even if there are no tax advantages to bartering, bartering is still
important to the business with excess inventory and no cash flow, and to the
others who want to "live on the cheap." However, barterers must beware of
interest free compensation-related loans and nonsimultaneous exchanges of likekind property. In addition, barterers who thought they were cash method taxpayers may find themselves accruing rent and interest on deferred payment
agreements for property and services. Even the accrual method barterer who
thought he had a deduction to offset income this year might have to wait and
record the deduction when it is economically incurred in a later year.
ROBIN

232.

KAUFMAN

JOINT COMM. REPORT, supra note 79, at 265.
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